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Paying for Exclusivity:
Financing and Business Structuring
Jon M. Garon*
This article is part of a series of book excerpts from The
Entrepreneur’s Intellectual Property & Business Handbook, which
provides the business, strategy, and legal reference guide for start-ups
and small businesses.
A.

Forming the Business.

There are three general considerations to consider in selecting the
business form. These are the nature of the relationship between the
controlling founders of the business, the tax consequences of the
revenues from the business, and the liabilities for the conduct of the
business. Most entrepreneurs want to reduce taxes, reduce liabilities in
the cases of accidents and breaches of contract, and maximize their
flexibility in controlling the enterprise.
For-profit business organizations tend to fall into one of five
categories: Sole Proprietorships, General Partnerships, subchapter C
Corporations, subchapter S Corporations, and Limited Liability
Companies. Among this group, there are preferred business models and
models that should be avoided.
The choice of business form becomes a process of recognizing
which of the five business forms accomplish these three goals most
effectively, while managing the tradeoffs among the business forms.
These forms and the operational consequences of these forms are
outlined by business type.

* Jon M. Garon, Dean and Professor of Law, Nova Southeastern University
Shepard Broad College of Law; J.D. Columbia University School of Law 1988. Adapted
from The Entrepreneur’s Intellectual Property & Business Handbook (reprinted with
permission). Dean Garon is admitted in New Hampshire, California and Minnesota
and of counsel with Gallagher, Callahan & Gartrell, PC, Concord NH.
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Sole Proprietorships.1

As provided under most state laws, in the absence of any legal
structure, a business will be treated as either a sole proprietorship or a
general partnership. A sole proprietorship is nothing more than saying
that a business organizer is legally the same person as a business itself. A
business may use its trade name, but all legal responsibilities rest solely
on a business organizer as the owner of a business. Companies
sometimes file “DBA” forms, which simply means that it has registered
the trade name of the business with the state. Unlike a trademark, a DBA
form does not confer any ownership rights or priority for the use of that
business name.
A sole proprietorship means that the business owner and the
business are the same legal entity for tax purposes, control purposes, and
liability purposes. All costs, debts, and promises are the responsibility of
the proprietor. Business income is treated as personal income and taxed
accordingly. While sole proprietorships are not the ideal business model,
most aspiring entrepreneurs start their business in this form.

2.

General Partnerships—The Worst Business Model
in America.

A general partnership is any business organized for profit between
two or more people. Like the sole proprietorship, the people who are
the business owners are treated as personally responsible for all costs,
debts, and promises. Like the sole proprietorship, the income is taxed as
personal income. But there is one critical difference between the sole
proprietorship and the general partnership: Each of the general partners
is responsible for all the other general partners. So the costs, debts, and
promises made by any general partner creates a liability for all of the
partners. The partners rather than the business are responsible for the
debts that can occur.
If one overly enthusiastic partner agrees to order 100,000 prototypes
of a new product instead of 1,000, then all the general partners will be
responsible to cover that cost amongst themselves. A general
partnership opens each owner to the risks of loss for the business,

These sections are adapted from JON M. GARON, POP CULTURE BUSINESS
HANDBOOK FOR CONS AND FESTIVALS (2017).
1
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including the bad decisions and lack of control over all the other general
partners.
General partnership laws protect the public from general
partnerships and provide default rules about the relationships among the
general partners, but these rules are often different from the expectations
of the parties. As a result, a general partnership has the worst possible
rules regarding liability and control. While it treats revenue as personal
income for tax purposes, which is generally the better alternative for
most (but not all) entrepreneurs, the lack of liability protection and the
lack of protection among the owners makes this the worst form of
business any entrepreneur can operate.
An additional risk for the general partnership is the rather vague
definition regarding who is a partner. A sole proprietor may
inadvertently become a general partner engaging volunteers,
independent contractors, or employees, unless the terms of the working
agreement are clearly specified in writing. Since the legal standard is an
understanding upon two or more people to engage in a business for
profit, a volunteer or independent contractor may easily self-identify as
a partner in the enterprise. Unless the sole proprietor takes steps to
correct that misinformation with the public and with that volunteer, the
assertion by that volunteer has the potential to change the legal
relationship between the parties.
In practice, it may be very hard to determine who is a general partner,
particularly if a business either earns a good deal of money, or worse,
owes a good deal of money to its creditors. If a spouse helps out in the
business during its early stage, that spouse might argue that he or she
now is a general partner, which could have devastating consequences if
there were to be a divorce. Instead of operating as a general partnership,
business organizers should take the time and invest the effort to create a
legal entity that best serves the goals of a business.

3.

Subchapter C and Subchapter S Corporations.

A corporation provides substantial benefits over the sole
proprietorship and general partnership because it provides limited
liability. For any owner of a company, this means that, subject to certain
exceptions, the owner’s risk in the company is limited to the amount of
money that owner invested. Assume, for example, that a person invests
$10,000 for shares in a corporation and that corporation later goes out
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of business owing $1 million in obligations. The investor will lose the
$10,000 but not be personally responsible for the additional funds
needed to make up the debt of the failing business. In contrast, the
general partners would have been personally responsible to cover the
debts of the corporation.
The second structural distinction between general partnerships and
corporations is the separation of ownership and control. In a large,
publicly traded corporation, for example, there could be many thousands
of shareholders, none of whom have any control over the corporation
other than to elect the corporation’s board of directors. These directors
operate as the management of the corporation. They, in turn, hire the
executives and senior leadership who provide the day-to-day operational
control of the corporation. In theory, the board of directors controls the
executives of the business. In practice, the chief executive officer of a
corporation collaborates with the owners of the largest shares of voting
blocks in a company to control the business and its operations.
For the small business, the separation of ownership and control
remains an essential aspect of its growth and development. An
entrepreneur will need capital funds to invest and grow the business. For
the entrepreneur, most of those investors should have only a small
amount to say about the day-to-day operations of the business. Like the
publicly traded companies, the entrepreneur can have the corporation
issue shares of stock to those owners in exchange for ownership in the
company without giving those investors operating control in the
company. As a result, separation of ownership and control provides as
great a reason as limited liability to incorporate.
Because the tax implications of the business structure are also very
important, the IRS provides business owners with two options on how
the enterprise should be taxed. The traditional model is the subchapter
C corporation. The C-Corp, as a legal entity, has its net revenue taxed.
Payments back to its shareholders are in the form of dividends, which
are paid in after-tax dollars. The dividends are treated as a taxable income
for the shareholders, so the flow of income to the owners is often
described as being double-taxed.
For many corporations, however, the ability to pay reasonable
salaries provides a convenient tool to offset the problems of double
taxation. Moreover, the challenge of double taxation does not occur until
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the company is in a position that it needs to pull money out of the
business and return it to the shareholders in the form of dividends. As a
result, the preferred tax treatment may depend on the nature of the tax
concerns for the corporation and its major shareholders.
In recognition that double-taxation is not fair for smaller companies,
the tax code includes subchapter S corporations, which are treated as
partnerships for purposes of certain tax laws. S corporations “pass
corporate income, losses, deductions, and credits through to their
shareholders for federal tax purposes. . . . This allows S corporations to
avoid double taxation on the corporate income. S corporations are
responsible for tax on certain built-in gains and passive income at the
entity level.”2
In many other respects, however, the S corporations remain much
more like C corporations than partnerships.3 For example, the choice
whether to elect to be an S corporation is also precluded for certain types
of financial businesses. S corporations can have no more than 100
shareholders and require that there is only one class of stock.
Once an S corporation elects to be treated as a partnership for tax
purposes, its annual net revenue is treated as having been automatically
distributed to the shareholder. The corporation owes no income tax.
Instead, each of the shareholders is responsible for a proportionate share
of the tax obligation. While this may reduce taxes owed in most
instances, it has its own complications. For example, the tax obligation
is shifted to the shareholders even if the dividend payments were not
made in a particular year. This can result in shareholders owing
considerable tax amounts without the cash flow to cover them.
Under state law, S corporations may also elect to be operated directly
by the shareholders rather than separating the ownership from control.
In the early years of a business where all the shareholders are active
participants in the business, letting the shareholders operate as the
directors may be a very practical model. As the world of business finance
S Corporations, IRS, https://www.irs.gov/businesses/small-businesses-selfemployed/s-corporations (last reviewed or updated May 3, 2018).
2

Martin J. McMahon, Jr. & Daniel L. Simmons, When Subchapter S Meets
Subchapter C, 67 TAX LAW. 231 (2014), available at
http://scholarship.law.ufl.edu/facultypub/621.
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has become more complicated, however, the separation may be very
useful for many companies.
Another sub-species of corporation is the social purpose
corporation. Social purpose corporations are not charities, however, and
they are taxed as for-profit companies. They differ from subchapter S
corporations in that they specifically allow the corporate charter to
include social interests to be an express component of the corporate
purpose of the business, rather than the corporate purpose being limited
to making profits for a return to the shareholders. They have
shareholders and may pay dividends. The benefit to business organizers
is the flexibility to provide a much greater percentage of the profits to
charity than the normal corporation. In this way, social purpose
corporations provide a model that combines the for-profit structure of
the corporation with the social purposes of the nonprofit. These exist in
only a few states. They essentially allow for-profit businesses to donate
most—or even all—the profits to social causes while remaining forprofit in operational structure.
Even where they do not exist, however, an explicit statement in the
Articles of Incorporation and the bylaws will enable most companies to
have these social purposes. They are of particular value to companies
like Newman’s Own, which markets traditional grocery items but
provides all its net profits to charity. In a traditional company, the
minority shareholders would correctly object to all of the profits going
to charity as corporate waste. The most common way to solve that
problem historically was not to have minority shareholders. Today, the
social purpose corporation also allows such behavior.

4.

Limited Liability Companies.

The limited liability company (LLC) is a more recent variation of the
business model, which operates as something of a hybrid between the
subchapter S corporation and the general partnership. The ownership is
held by members rather than shareholders. The members own
membership units instead of shares or partnership interests. The LLC is
managed either by its members or by managers, depending on the terms
of the membership operating agreement. In an LLC, the operating
agreement takes the place of both the Articles of Incorporation and the
bylaws. The LLC has the ability to elect to be taxed as either a
partnership or a corporation.
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Unlike the corporation laws that provide shareholders the right to
change from the statutory rules only in limited situations, the typical state
laws governing LLCs allow the operating agreement to set out almost
every term regarding the relationship among the parties. Very few rules
are required under state law. LLCs are great financing vehicles for certain
types of start-up enterprises and very effective at carving out the rights
of different kinds of owners. With this flexibility and freedom comes a
much greater need to understand and craft the organizing documents.
For some entrepreneurs, the flexibility will be a great benefit, but for
most, a subchapter S corporation will provide more structure while
reducing the chance of something going wrong.
B.

Staffing and Starting the Business.

Although each state has its own state corporations law, most of these
have similar requirements. A corporation is created by filing the Articles
of Incorporation with the state, paying any required fees, and following
the other steps set out in the state law. These steps usually include:
•

Electing a business name and filing with the state;

•

Filing the Articles of Incorporation with the state;

•

Adopting bylaws, which establish the governing rules of the
company;

•

Electing directors;

•

Accepting the resignation of the incorporator, the person
who filed the Articles of Incorporation; and

•

Filing any state securities documents establishing the initial
ownership of shares in the company.

The LLC generally requires similar steps:
•

Electing a business name and filing with the state;

•

Filing the Articles of Organization with the state;

•

Adopting an Operating Agreement, which establish the
governing rules of the company;

•

Publishing a notice of operation in those jurisdictions
requiring such public notice; and
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Filing any state securities documents establishing the initial
ownership of shares in the company.

Limited Liability Companies are defined by the Operating
Agreement. The LLC may be managed by all its members, by owners of
certain types of membership interests, or it may delegate that power to
elected directors. As a result, LLCs require more attention at the outset
to specify who has the power over different aspects of the business. The
largest benefit is that the Operating Agreement can be tailored to the
relationship of the founders of the business much more effectively than
the bylaws of corporations. Findlaw lists certain key factors typical of an
LLC Operating Agreement due to the mandatory provisions in state
corporation statutes:
•

The owners’ (members’) business interest in the LLC,

•

The rights and responsibilities of the members,

•

Regulations controlling how the business profits will be
shared,

•

Terms relating to the voting power of the members,

•

Rules and regulations that set out how the LLC will be
managed,

•

Rules regarding when meetings will occur and how votes will
be taken, and

•

Provisions that will govern situations where a member wants
to get out of the LLC, either by selling his or her interest,
death or disability.4

In contrast, a corporation is managed by a board of directors. The
duties of the board of directors are listed in the bylaws. The shareholders
only vote on major changes to the company or other items specified in
the bylaws. Under most state laws, the board of directors and the
shareholders must each hold an annual meeting to reelect officers and
directors, although these meetings can be replaced with actions taken by
unanimous written consent. Corporations also typically have certain
Forming an LLC, FINDLAW, https://smallbusiness.findlaw.com/incorporationand-legal-structures/forming-an-llc.html (last visited June 22, 2018).
4

6. Financing and Business Structuring

9

annual reporting requirements and annual fees that must be paid to
remain in good standing. Provided these minimum steps are taken, the
corporation remains in good standing.
Corporations do not have to be organized and operate in the same
state. A corporation operating in another state is known as a foreign
corporation. If business organizers believe the social purpose
corporation is the best corporate form, then they can organize the
company in a state that recognizes the social purpose corporation and
file a certificate as a foreign corporation doing business in the state where
a business operates.
The steps to qualify as a foreign corporation are very simple, and
most companies use a low-cost service to complete the process. The
ability of business entities to qualify as a foreign corporation enables an
entrepreneur to select the laws of a particular state to organize the
business, while still operating in the locations they choose.
The basic corporation is operated by a board of directors. The board
of directors is elected annually by the shareholders or by the corporation.
In small organizations, the shareholders typically elect themselves onto
the board of directors, serving in both the role of owner and decision
maker. A board member has no direct, individual authority over the
organization. Instead, decisions are made only through votes of the
board of directors acting as a single body.
If the organization is a subchapter S corporation or a membermanaged LLC, then the board is replaced directly with the owners. The
operating documents will state whether the board operates on a one
person, one vote basis or votes based on the proportion of ownership
interest.
In larger organizations, the board of directors is often comprised of
some internal officers of the corporation and some outside board
members. These boards are much more independent of the
shareholders, bringing professional expertise to the management of the
organizations. Such boards operate on a one person, one vote basis.
The day-to-day operations of the corporation are conducted by the
officers of the corporation who oversee the employees and the activities
of the business. Traditional corporate law identifies the president, vice
president, secretary, and treasurer as the four key officers, but practice
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has evolved considerably. A single individual may hold more than one
position. These four duties have been updated and divided.
The “president and chief executive officer” (CEO) has ultimate
responsibility for all operational decisions and reports only to the board
of directors. As chief executive officer, the president also convenes the
board of directors and helps direct and manage the board. Occasionally,
the president and chief executive officer are positions held by two
separate individuals, but usually the business has only one leader who
may choose to select one or both of these titles.
The “treasurer and chief financial officer” (CFO) has the
responsibility for all financial reporting, budgeting, financial compliance,
tax reporting, and similar functions. If the person is designated as CFO,
that person will also typically be named one of the executive vice
presidents.
Many organizations also utilize a “chief operating officer” (COO)
who undertakes the primary responsibility for personnel, operations,
marketing, sales, and other internal financial aspects of the company. For
organizations with a COO, the person will often be named the vice
president or one of the executive vice presidents.
The “secretary” has a unique role within the board of directors’
operation. This person is responsible to assure that notices of meetings
are provided to board members, minutes of meetings are properly taken,
and if any actions require a state filing, that those filings are properly
recorded. For larger corporations, the secretary is often a member of the
legal staff or law firm. For small companies, the secretary can be any
senior officer.
The titles of CEO, CFO, and COO work equally well in
corporations, subchapter S corporations, and Limited Liability
Companies. All other employees and departments report to supervisors
who, in turn, report up through the organization’s structure to one of
these three positions. The CFO and COO also report directly to the
CEO, and together, they report to the board of directors.
C.

Raising Debt and Equity.

For most start-up businesses, there are two primary types of funds
available to help start the business until the company is generating an
income: debt and equity. A debt is a loan or credit that must be repaid
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by the entrepreneur, while equity is payment made to the entrepreneur
in exchange for ownership interests in the company.

1.

Debt.

Loans are the most common source of funds, whether from banks,
credit card companies, friends, or family. The loan amount is expected
to be repaid with interest by the entrepreneur at some time in the future.
The loan is also known as a debt.
Generally, the debt is owed by the party signing the loan. If the
company has been properly formed and the lender agrees, then only the
company is liable for the debt owed on the loan. For start-up businesses,
however, the lenders will often ask the entrepreneur to guarantee the
loan, making the entrepreneur personally liable for the debt. This
obligates the entrepreneur to repay the loan even if the company has
failed and no longer has any money. In the case of a sole proprietorship
or general partnership, the owner or partners are always personally
responsible for the repayment of the loans.
The lender makes its money by charging interest on the loan, along
with fees to enter into the agreement. Typically, the interest is fixed or
based on market rates and does not relate to the success or failure of the
business. For a business in trouble, the payment of the interest and
repayment of the principal may be difficult. In contrast, if the business
is successful, the owner keeps all profits once paying the interest and
repaying the debt.
Business or commercial lenders will also require that the loan is
secured. This means that the assets of the business are pledged to the
lender and may be seized for sale if the loan is not paid in full. Through
the process of bankruptcy, a lender can demand that its loans be paid.
The secured lender receives payment in full from the sale of those assets
before any other lenders or creditors can use the sale of the secured
assets to satisfy other debts.
For businesses, the assets that typically secure a loan are any real
property (real estate, land, houses, etc.), equipment, inventory and
accounts receivable. Commercial lenders will typically try to include all
the assets of the business in the list of collateral protecting a loan.
For the corporation or LLC, the debt is owed from the legal entity
rather than its shareholders and members. Often, however, the lender
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will insist on a guarantee from the shareholders to be personally
responsible to repay the interest and principal on the debt. It is an
example where the legal protection of limited liability is circumvented by
common business practice.
Even if there is no requirement of a guarantee, for many start-up
businesses, the entrepreneur’s home is used as the collateral for the loan.
Instead of borrowing through the business, entrepreneurs will often take
a second mortgage against the value of their homes as a fast and relatively
low-cost source of funds. The risk, of course, is that if the business fails,
the entrepreneur risks losing a house as well as the business. This is a
risk that should not be taken lightly.

2.

Equity.

In contrast to debt, equity results from the sale of the business
ownership to an investor in exchange for funds. Equity investors are not
guaranteed any particular rate of return and do not have the right to
repayment. In a corporation, the investors receive stock, while in an LLC
they receive membership interests. Both ownership interests are
securities, the offering and sale of which are regulated by both state law
and federal securities law.
In a simple stock transaction, the total ownership of the company is
divided into a fixed number of shares of stock. An investor is sold some
of the shares, resulting in the investor owning that portion of the
company. As discussed above, the rights in the stock give the investor
the right to elect directors of the company and vote on key events
regarding the company’s future. As a result, the investor’s role has much
more involvement than the lender.
Equity financing reduces the financial risk of the business because
the investor shares in the risk in proportion to her ownership. If the
business is successful, however, the investor also shares in the success of
the business in proportion to her ownership. If the business is a
tremendous success, the investor will receive far more than the lender.
Investing in the right business can make a person very, very rich.
Investing in the wrong business will leave the investor with nothing.
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Managing Risks Through Exclusivity, Debt and
Equity.

An entrepreneur must be able to carefully balance the risks and
benefits of funds as they become available. Balancing the use of debt and
equity can protect an entrepreneur both from bankruptcy and from
losing ownership of the company to investors.
Assume that Addi creates a board game that can be successfully
designed and manufactured for $100,000, resulting in the production of
10,000 copies of the game to be sold. As a result of a successful
marketing campaign, Addi sells all 10,000 units for a gross revenue of
$400,000.
Under the table below, in the first column, Addi receives a $50,000
loan; in the middle column, Addi sells 50% of the company for $50,000;
in the last column Addi finances the company using personal assets.

Next, assume Addi’s games are less successful, generating a total
revenue of only $50,000:
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From the chart, it begins to become clear that equity financing serves
to soften the business losses as well as the profits. Debt financing
maximizes the profits but places the entire cost of loss on the
entrepreneur—and adds the cost of interest to boot.
When entrepreneurs add intellectual property as valuable assets to
new businesses, they can put that property at risk instead of personal
finances. In the following charts, rather than putting her own money into
the business, Addi puts the copyright in the game’s artwork, the
trademark in the game’s name, and the patent covering the game
methodology at risk in exchange for the equity investment or as collateral
for the loan. Assuming Addi does not personally guarantee the loan, the
charts would instead look like this:
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In this scenario, Addi would continue to make the most money if
she put her own funds into the business but would also make a
substantial profit with a loan or equity investment. A loan which had no
risk to Addi personally maximizes the income without the risk of loss.
Next, assume again that Addi’s games are less successful, generating a
total revenue of only $50,000:
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As the final chart shows, if the entrepreneur can create something of
sufficient value for lenders to lend against without recourse or that
investors will invest in, then the entrepreneur’s risks are greatly reduced
and the rewards increase. While it would be rare for a commercial bank
to lend money without marketable collateral, it typically will be ready to
lend against the collateral paid for with the investor’s portion of funds,
so the entrepreneur can mix equity investors with commercial loans to
fund the business. And copyrights, trademarks, and patents can serve as
collateral as well.
The second lesson from the chart is the ability of the entrepreneur
to begin making a profit even though the investor has not recouped her
investment. Knowing this, investors will often insist on distribution
agreements that provide for recoupment prior to the payout. As with
most terms, the actual payment structure is highly negotiable.
Because of the potential for the entrepreneur to begin making money
well before the investor sees any return on investment, sophisticated
investors make strong demands on the entrepreneurs and expect large
rather than modest rewards. When entrepreneurs become owners of
exclusive rights, they change their relationship with the investor, gaining
a great deal of financial opportunity for themselves.
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Setting Valuation and Finding Balance.

Every business must balance the equity, debt, and assets to maintain
the health of the company. While a company with no debt has no loans
to repay, it also fails to use the value in its business to leverage the impact
of its success. Debt financing allows the company to do more while
paying only the fixed cost of the interest payments. As the United States
Small Business Administration (SBA) website comments, “[i]f your firm
has a high ratio of equity to debt, you should probably seek debt
financing.”5
In contrast, too much debt makes the business too risky and the cost
of doing business much less flexible. In this case, the SBA suggests that
“if your company has a high proportion of debt to equity, experts advise
that you should increase your ownership capital (equity investment) for
additional funds. This will prevent you from being over-leveraged to the
point of jeopardizing your company’s survival.”6
For SBA-guaranteed loans, there is a minimum requirement that the
company has 20% of the funds in the form of equity. This creates a 4:1
debt to equity ratio. For loans not guaranteed through the SBA, the ratio
is likely to be 3:1 for start-up ventures and less well-established
businesses or 25% equity. SBA loans also require a personal guarantee
of the primary investors, shifting more of the risk back on the
entrepreneur.
These ratios and balances can help entrepreneurs begin to establish
the valuation for the sale of the shares or membership units.
Valuation is often arbitrary. It is not based on the value of the
company today; rather, it is based on what the investor believes the
opportunity to invest in the business is worth today. Typically, in a going
enterprise, the valuation is based on expectations that the company will
continue to operate with the same profit in the next five years as it has
earned in the past five years. This expectation is wildly arbitrary, but it
provides a starting point for negotiations. For new businesses, there is

Starting a Business, U.S. SMALL BUS. ADMIN.,
https://wakizashi.www.sba.gov/starting-business/business-financials/borrowingmoney-your-business (last visited July 12, 2018).
5

6

Id.
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no history and the potential for the company to gain market share cannot
be known.
For a start-up business, the initial source of funds will often come
from the participants who wish to own and operate the new enterprise.
Each owner would contribute a specified amount of money, granting
each investor ownership of a proportionate share of the organization.
The founders may choose to give a different proportion of voting
interest or control over company operations, depending on the other
skills and attributes that each person brings to the venture. For example,
if the company needs $100,000 to rent the facility, purchase initial
inventory, pay staff, buy insurance, pay for marketing, and purchase
supplies, then ten investors each providing $10,000 in equity would be
barely sufficient to launch the business.
Assume that instead of ten equal participants, the company was
organized by two individuals, each of whom could scrape together
$5,000. They need an additional $90,000 to launch the new business.
They have each worked for months on the project, invested many ideas
using a great deal of personal knowledge, and without both of them, the
company would never be possible. In this case, instead of offering new
investors the same stock price the two founding organizers paid, the
company can choose to issue additional stock at a much higher price.
For the founders, $10,000 was worth 1000 shares. For the subsequent
investors, $90,000 was worth 900 shares. The value of the share went
from $10.00 per share to $100.00 per share. The total valuation of the
company has been increased to $190,000. If the company can reasonably
predict that it will earn somewhere between $100,000 to $500,000 in the
next year, that valuation is not unreasonable. In addition, this valuation
guarantees that the founding organizers together have majority control
of the business ownership as well.
This stark change in valuation is not uncommon for start-ups. The
early investors are investing in the value of the organization. Ultimately,
valuation is defined by what an actual investor is willing to pay. As long
as the ownership by the founders is fully disclosed, there is nothing
wrong with the great difference in financing opportunities between the
two situations.
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Sources of Capital or Equity.7

Capital investments reflect the range of equity investments available
for business funding. The central attribute of capital investment is that
the investor pays for ownership of the company. As reflected in the
charts above, the equity owners share in the success and failure of the
company in proportion to their investment.
In each of these areas, it is particularly important to consult with a
lawyer competent in securities law. The sale of any equity interest is a
sale of securities regulated by both federal and state law. The use of
securities to compensate employees may also be controlled by
employment laws and have tax consequences for both the employee and
employer. Unfortunately, in the eyes of the law, there is no such thing as
a small business.

1.

Introduction to Securities Regulation—Hire a
Lawyer.

The difference in valuation should help to explain why both state
and federal law regulate the sale of securities so closely. There are many
opportunities for information to be hidden from investors or to
otherwise take advantage of investors. Securities laws apply to shares in
a corporation and membership interests in an LLC as well as certain
types of investment contracts and other financial products.
The issuance of securities has very significant legal consequences as
well as tax ramifications. This is the area of the business that requires the
greatest amount of legal advice. This book will provide only a brief
introduction because an entrepreneur should not issue securities without
the help of an attorney familiar with both state laws and federal laws
regarding the sale of securities.
Each state has its own securities regulations, which are
complemented by federal laws. The state laws generally focus on the
fairness of the offering, while the federal laws focus on the accuracy of
the disclosure. Both sets of laws have exemptions from regulatory review
for certain types of transactions.

These sections are adapted from JON M. GARON, POP CULTURE BUSINESS
HANDBOOK FOR CONS AND FESTIVALS (2017).
7
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Under the federal securities laws, a person or entity that wishes to
sell securities must first register with the Securities and Exchange
Commission unless that seller qualifies for an exemption provided under
the law. State laws vary significantly from federal laws, and state laws
vary considerably from state to state. What they have in common is that
the exemptions are based on the number of people buying the securities,
the relation of those people to the seller, and the sophistication of the
buyers.
For example, in broad terms, the issuance to the founders of a
business who actively manage the business are likely exempt from both
federal and state regulatory review, because the managing founders are
insiders with better access to information than anything the government
can provide. The stock interests granted to founders and insiders are also
often issued very casually. They are typically few in number, very close
in relation to the seller, and have a sophistication based on their personal
involvement. Taken as a whole, the governmental interest is not
significant.
At the same time, however, the general rules regarding anti-fraud
rules continue to apply to all offerings of securities even if those
offerings occur under an exemption from state and federal registration.
The most important of these is rule 10b-5, which serves as a catch-all to
make the fraudulent sale or trading of securities illegal:
It shall be unlawful for any person, directly or indirectly, by the
use of any means or instrumentality of interstate commerce, or
of the mails or of any facility of any national securities exchange,
(a) To employ any device, scheme, or artifice to defraud,
(b) To make any untrue statement of a material fact or to omit
to state a material fact necessary in order to make the statements
made, in the light of the circumstances under which they were
made, not misleading, or
(c) To engage in any act, practice, or course of business which
operates or would operate as a fraud or deceit upon any person,
in connection with the purchase or sale of any security.8

8

17 C.F.R. § 240.10b-5 (West 2017).
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The breadth of this law applies to almost every transaction. Even so,
most states have versions of this law as part of the state statute. The rule
also allows for civil liability for individuals who were defrauded through
a securities transaction. As a result, all statements made by entrepreneurs
must be carefully framed and documented to assure that the business
financing is not based on fraud or excessive puffery.
The remaining introduction to the key securities offering exemptions
are discussed in Chapter 10. In addition, however, an entrepreneur
should understand that none of these exemptions is simple, and the
issuer or seller of securities must be very careful about every aspect of
the process. The sale of securities should only be done with the
assistance of attorneys sophisticated in the nature of the federal and
relevant state laws.
Even with the exemptions, there are usually requirements to file
certain notices with the SEC and to file and pay fees at the state level.
Therefore, all the steps to issue the securities needed to sell the company
require at least some attention to both the state and federal laws.
As described in the next section, however, the new form of crowd
financing may provide a low-cost alternative to issuing small amounts of
stock. The use of crowd financing platforms may prove beneficial even
for simple issuances to friends and family.

2.

Crowdfunding,
Financing.

Crowdsourcing,

and

Crowd

With the growth of social media on the Internet, a new phenomenon
developed, connecting the public with causes, companies, and
opportunities. The power of the crowd takes on many forms, and some
of these resource opportunities can provide a great benefit to the
financing and resourcing of the business. These include Crowdfunding,
Crowdsourcing, and Crowd Financing.

Crowdfunding—Crowdfunding provides an excellent method of

financing the early stages of a business. At its heart, crowdfunding allows
members of the public to financially support a for-profit enterprise by
either donating money to that business or buying the goods and services
to be offered by that company well before those goods and services are
available in the marketplace. Nonprofit organizations have always been
able to benefit from these types of public support, and the modern
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crowdfunding platforms support both nonprofit and for-profit
organizations equally well.
The offers and exchanges are conducted through third-party
platforms such as Kickstarter, Indiegogo, or one of many others. In a
typical example, a band, film company, or game company will put
together a Kickstarter campaign explaining what the upcoming new
project is likely to contain. The company will offer various premiums in
exchange for the buyer’s willingness to buy the work in advance of its
having been created. This pre-sale of the work helps the company fund
the project without going into debt, assists in gauging audience interest
in the project, and frees the company from traditional financing sources
that are often more controlling of the company’s output.
Crowdfunding for a new product or service can work extremely well.
The campaign must provide the information about the product and the
design team, generating excitement about why the public should be
interested in getting involved on the ground floor. For a business,
crowdfunding provides early access to wholesalers and retailers
interested in the product as well as direct sales to the public.
All the proceeds from crowdfunding are income. None of this form
of funding impacts the equity ownership of the business. The cash
generated by the crowdfund helps establish that the business has
sufficient resources to seek bank loans such as those guaranteed by the
Small Business Administration discussed below.

Crowdsourcing—Crowdsourcing is the flip-side of crowdfunding.
It is the use of a crowdfunding style platform or campaign to obtain the
goods, services, and support needed to run a new business or service. At
one level, it may be little more than a call for volunteers. At another level,
however, it can be used to solicit donations of time and work to help
launch the company. Crowdsourcing is primarily effective for nonprofits
and has modest value for for-profit business activities that are creative
or highly social. For example, a microbrewery might find volunteers
willing to donate time to help refurbish a location or even local musicians
to serve as entertainment to help launch the company. Some artists
might donate time and artwork to assist with the business launch as well.
Similarly, a for-profit company looking to sell adaptability products for
those with physical disabilities might find some donors dedicated to the
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cause despite the for-profit nature of the company. But crowdsourcing
is a difficult strategy for most for-profit enterprises.

Crowd Financing—Crowd financing is the most recent addition
into the online world. The reluctance of the SEC to provide the rules
needed to make it operational delayed the start of crowd financing until
2015. Unlike crowdfunding, which generates income for the business
through sales, crowd financing sells ownership interests in the company
to the public as a means of raising capital. As such, crowd financing
represents a significant exception to the registration requirements
discussed above.
Crowd financing allows a company to list itself on an approved web
portal. The portal serves a function similar to that of a stock exchange.
Any person meeting the eligibility criteria can purchase stock in the listed
company and invest as an owner of the enterprise. Unlike the traditional
stock exchange, however, these investments do not have an active
market, so the securities may not be as easy to sell.
Still, the registration on these crowd financing websites are far easier
than traditional sales of public securities. For companies with a large
community of friends and family willing to invest and only modest
financial needs, the use of a crowd financing platform might be a
practical solution to the legal requirements to sell the securities. Because
these are public sales of securities, however, there are many regulations,
including limitations on the resale of the stock during the first year of
ownership.
These provisions highlight the primary opportunities and limitations
on the issuer. Additional details are described in Chapter 10 on sales of
securities.

3.

Friends, Family, and Participants.

Though most small business statistics are necessarily suspect, it is
generally accepted that the most common form of business investments
are investments by family and friends. Investments by friends and family
have the benefit of demonstrating faith in the entrepreneur and generally
low costs in arranging the transaction. Unfortunately, the low-cost
arrangements can mean that the documents are unclear or non-existent.
In addition, friends may not have sufficient access to business
information to be able to purchase stock from the company without
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significant public disclosures. For friends and family, the use of a crowdfinancing platform may provide the needed legal disclosures to enable
the entrepreneur to comply with securities laws at a relatively low cost.
A second common source of equity investors is business participants
and employees. Securities laws generally provide exceptions to
registration for those individuals materially involved with the company.
In addition, if the start-up costs are sufficiently low, a company may find
that it can fund itself by reducing its salary obligations through the
distribution of stock or LLC membership interests.
An employee-financing arrangement may be particularly beneficial if
the employees are providing expensive or highly unique services. For
example, the software programmers necessary to start a new company
may be compensated far too highly to be hired by a start-up, but that
same start-up can acquire the necessary services though the payment of
stock. (Companies also employ a variation of this model by agreeing to
pay key employees a percentage of profits from the sale of a particular
product. A comic book illustrator may be paid based on the profits of
the sale of each issue illustrated by the artist. In such a case, the cost of
production is deferred, but no equity in the company is sold.)

4.

Federal and State Grants through Grants.gov.

For the right business or idea, state and federal government agencies
do actually give money away. Many programs are open to for-profit
companies in addition to nonprofit organizations. The federal
government has become increasingly efficient in making these funds
available. Twenty-six agencies provide financial grant opportunities
through a single web portal. Beginning in November 2003, Congress
required that all competitive grant opportunities be posted through the
website, https://www.grants.gov/. The website boasts over 1,000
competitive grant opportunities and $500,000 billion spent annually.
There are, of course, many complexities to receiving business grants
through governmental agencies. The grants are highly competitive, and
the procurement process requires that the enterprise closely monitor its
compliance with all applicable state and federal laws, including mundane
obligations involving employment practices, OSHA health and safety
regulations, and any relevant disclosure requirements. When the federal
government is a party to any contract, there may be unique rights held
by the U.S. government that would not be held by a commercial entity.
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For example, the U.S. government has certain contractual termination
rights that are specified by federal law and which preempt any contract
provisions to the contrary. As a result, entering into business with the
government requires a great deal of due diligence. Done properly,
however, it creates a great financial opportunity for the business
involved. No company should ignore the potential start-up support this
resource provides.

5.

Angel Investors and Venture Capital Funds.

Angel investors are the first group of investors who have no
relationship with the company or its owners. Angel investors get their
name from their ability to swoop into a desperate situation and save the
business life of the struggling entrepreneur. They are corporate guardian
angels who typically invest only long enough for the company to secure
a more stable funding source. The term has been used for generations
on Broadway to refer to the investors in legitimate theatre—the riskiest
of commercial art forms.
Angel investors are typically very rich individuals who enjoy the risks
and rewards of helping inventors and entrepreneurs launch new
ventures. As financial thrill-seekers, they often bring a great deal of
business experience and personal attention to the projects. They also
tend to secure the subsequent rounds of funding on behalf of the
business, protecting their financial interests and their personal pride.
Venture capital is the best-known form of business start-up
financing. Venture capital funds range from thousands to hundreds of
millions of dollars. The fund manager has money available to invest in
businesses that she expects will be ready to enter the marketplace in a
relatively short time period. Venture capital funds provide large
investments to bring inventions to market, to launch business plans, and
to provide the final lift-off into the marketplace.
A venture fund offers high risk investments to a pool of investors,
which the fund manager spreads over a sufficiently large number of
business opportunities to distribute the common risk of failure against
the potential for overwhelming success. The occasional “home run”
compensates the investors for the many strike-outs typical in start-up,
high-risk venture financing.
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For venture capital funds and certain businesses, the home run
comes from the sale of the company’s securities to the public through
an initial public offering or IPO. An IPO allows a company to receive
funds from the public in exchange for purchasing a non-controlling
interest in the business. The higher the sales price, the more the
theoretical worth of the company.
In addition, by registering the securities privately owned by the
entrepreneur and the venture fund with the Securities and Exchange
Commission, those shares of stock can also be publicly traded at the
same value as the stock newly sold by the company to the public. The
value of this newly tradable stock may turn a struggling entrepreneur into
a multi-millionaire in the course of the stock’s first day of trading. As
discussed below, for some entrepreneurs this may be the ultimate goal,
while for others, the potential for an IPO or sale of the company serves
as nothing but a distraction from the business at hand.
C.

Sources of Loans or Debt Financing.

Debt financing has two significant advantages over the sale of a
company’s ownership interests. First, the entrepreneur does not lose any
control of the business to investors. Banks and other lenders may ask
questions, causing a certain level of intrusion, but this is much less
significant than the role available to even “silent” partners.
Second, lending is much less expensive than securities financing
because it does not include the high costs associated with the legal
documentation, qualification of investors, and other securities
obligations. Despite common frustrations over banking fees and
mountains of paperwork, a loan is vastly simpler than the sale of stock
to investors or the public. As a result, for companies which can raise
twenty to twenty-five percent of the start-up capital themselves, moving
to debt financing may be a logical first step in the launching of the
business. Nonetheless, because such loans are often personally
guaranteed by the business owners, debt financing entails a degree of risk
of loss that is reduced through equity investment.
Many businesses manage their debt using credit cards. The extremely
high interest rates and personal guarantees from most credit cards make
this strategy a poor business decision that should be avoided. Instead,
the various strategies listed below should be used to manage the cost of
funds and avoid the convenience and high costs of credit cards.
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Home Loans.

Debt financing follows a path similar to that of capital finance. Most
requests start at home. Many entrepreneurs use the equity in their homes
as collateral for secured loans on their primary residence. Home loans
generally fall into two categories: a home equity line of credit or a home
equity loan. In both cases, the amount of the loan must be less than the
equity in the home, which is the difference between the market value of
the home and the owner’s mortgage or other debt tied to the property.
The line of credit provides a flexible account with a maximum
amount that can be borrowed, so the entrepreneur need not use all the
available funds at once. This reduces the costs of carrying a larger loan
than one needs. On the other hand, these tend to have variable rates of
interest, raising concerns that the interest rates can spike.
The home equity loan is a loan of a fixed amount. Generally, these
use a fixed rate of return, though they can use variable rates as well,
depending on the bank and the product.
Taking a home loan for a high-risk venture would be a dangerous
personal decision for most entrepreneurs. Unfortunately, since lenders
tend to demand personal guarantees for start-up business loans, the risk
is not significantly worse than other loans. At a minimum, entrepreneurs
should carefully consider the cost of paying the interest and principal on
the loan and proceed only if he can repay the loan even if the business is
a complete failure.

2.

Friends and Family.

Personal loans are not uncommon for start-up businesses. Generally,
they are nothing more than oral agreements in which the parents of the
entrepreneur provide some money in exchange for vague promises that
“I’ll repay this as soon as I can.” With family, these are often considered
‘gifts’ that the lender expects never to be repaid.
The process of formalizing these relations may be more trouble than
it is worth. At a minimum, however, the entrepreneur should specify the
expectations of the loan with some written document. While a contract
or note would be preferable, even a receipt letter would go a long way to
avoid the problem of disputes. For example, one such letter could
include the following:
[Date]
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[Name]
[Address]
Dear Mom,
Thank you very much for the non-recourse loan of $5,000 last
night, which I plan to use for the start of my new boutique. This
letter will confirm the terms of that loan as we discussed them.
As I said last night, all the money will be used for the business.
Among other things, your loan will help me buy merchandise
and begin advertising.
Just as I explained when you provided me the loan, I intend to
repay you the entire amount of the loan plus 5% interest. I hope
to repay you over the next three years—beginning the first
payment a year from now, but if you need the money earlier, I
will repay it within a month of your asking. I also appreciate that
you will only ask for the money from the money I make in the
boutique.
If I misunderstood any of the terms of the loan, please let me
know immediately. Your confidence in me and in the boutique
means a great deal to me. Thank you for your generosity and
your faith.
Love,
[signature]
Admittedly, this letter leaves much to be desired. Still, it serves to
clarify the financial transaction and will serve as a clear reminder of the
actual terms long after the exact memories of the offered loan are
forgotten. As such, it will discourage disputes more than resolve them—
an extremely important part of managing a business.
To be effective, the letter should be dated and signed. As this
example does, the letter should state that it reflects the oral
understanding between the parties. It should be sent very soon after the
loan is offered (or received) so that it is contemporary with the funds,
rather than drafted months or years later, once the parties are in the
middle of a dispute. The letter may seem awkward, an unduly formal way
to speak to one’s mother (or aunt or friend), but the letter achieves a
number of very important goals.
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First, the letter clarifies that the funds were not a gift or an equity
investment. It binds the recipient to understand the loan obligations, and
it clarifies to the lender that no ownership interest in the company is
conveyed as a result of the loan.
Second, the letter identifies the exact amount of the loan, the interest
payment due and the payment schedule. These are the same terms any
commercial loan would require. The purpose again is to set the rules of
the relationship in place. Because the letter allows the lender to call the
loan on thirty days’ notice, it is drafted as a demand loan. By omitting
the phrase “but if you need the money earlier I will repay it within a
month of your asking,” the demand nature of the loan can be removed.
Third, the letter establishes the loan as a “non-recourse” loan both
because it describes the loan as non-recourse in the first sentence and
because it explains the term with the phrase “you will only ask for the
money from the money I make in the boutique.”
The letter is not intended to serve as a legal contract. Rather, it is
evidence of an oral agreement and contemporary understanding of the
parties. It captures the essential terms of a loan agreement in three simple
paragraphs rather than the two pages of formal text used by banks and
commercial lenders. While any of these key terms can be adjusted, each
of these terms should be addressed in such a letter.
In managing a start-up business, a little goes a long way. A simple
letter like this provides much of the same protection as does a properly
drafted and complex loan agreement. While it would be better to have a
lawyer draft the loan agreements, the letter sent by the entrepreneur
achieves many of the same goals at little cost. For family and close
friends, this may be enough. As the complexity of the transaction
increases, however, or the relationship moves beyond family, more
formal documents are increasingly important to protect the entrepreneur
from misunderstandings.
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SBA Guaranteed Loans.

The SBA does not provide direct loans to small businesses. Instead,
it works with local banks and other lenders to guarantee loans to small
businesses. The basic 7(a) SBA Loan Guaranty provides lenders with
funds that can increase the amount borrowed against the company’s
equity and limit the maximum interest rate charged for the loan. It
provides lower cost funds for purchase of real property, equipment, debt
refinancing, and business acquisitions. The loans may be as large as $5
million.
In addition, the SBA has other programs which may be available,
depending on the nature of the start-up business. The SBA offers the
Certified Development Company (CDC)—504 Loan Program to
provide long-term, fixed-rate financing to small businesses to acquire
real estate or machinery or equipment for expansion or modernization.
The loans cover the “brick and mortar” costs of buildings and
equipment. To be eligible, the entrepreneur must provide a minimum
contribution of 10% of the necessary amount, along with a combination
of private-lender and CDC financing. “504 Loans are typically structured
with SBA providing 40% of the total project costs, a participating lender
covering up to 50% of the total project costs, and the borrower
contributing 10% of the project costs.”9
For companies interested in international trade, there are two
programs available. The Export Working Capital Program (EWCP)
provides short-term working capital to exporters. The International
Trade Loan Program is “designed to help small businesses enter and
expand into international markets and, when adversely affected by
import competition, make the investments necessary to better
compete.”10 For eligibility in the International Trade Loan Program, the
business “must establish that the loan will significantly expand or
develop an export market, is currently adversely affected by import
competition, will upgrade equipment or facilities to improve competitive
Office of Fin. Assistance, Resources, U.S. SMALL BUS. ADMIN.,
https://www.sba.gov/offices/headquarters/ofa/resources/4049 (last visited July 12,
2018).
9

Office of Int’l Trade, Resources, U.S. SMALL BUS. ADMIN.,
https://www.sba.gov/offices/headquarters/oit/resources/14832 (last visited July 12,
2018).
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position, or must be able to provide a business plan that reasonably
projects export sales sufficient to cover the loan.” While this covers a
wide range of businesses, it is not a good fit for every company. In
addition, the SBA has additional requirements that further limit
eligibility.
The SBA-guaranteed loans are not the only loans available from
commercial banks, savings banks, and commercial lenders. These banks
may have other products that might serve the particular entrepreneur’s
needs more precisely than the SBA-guaranteed loan. The key benefit of
the SBA loan program is some protection from interest rate expenses.
The lending rules and other limitations, however, may make other
programs more attractive to the entrepreneur, depending on the
business.

4.

Microloans.

Microloans are another SBA initiative. Instead of commercial or
savings banks, the SBA provides funds to nonprofit community-based
lenders. These nonprofit organizations provide up to $50,000 in funds
for start-up small businesses. The SBA reports the average loan size is
approximately $13,000.
The loans come with some significant strings attached. As the SBA
explains, “[e]ach intermediary is required to provide business-based
training and technical assistance to its micro-borrowers. Individuals and
small businesses applying for microloan financing may be required to
fulfill training and/or planning requirements before a loan application is
considered.”11 This training, however, should prove a second advantage
rather than a disadvantage of the program. The training provides both
practical skills and a support network for the start-up business.

5.

Other Lenders.

In addition to commercial banks and savings banks, there are other
institutional lenders that should be considered. Credit unions are
organized for the benefit of their members, often labor groups or
corporations. These can provide very competitive lending rates and very

Guide to SBA Programs, U.S. SMALL BUS. ADMIN.,
https://www.sba.gov/sites/default/files/articles/SBA%20101.pdf (updated
February 2013) (last visited July 12, 2018).
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liberal membership requirements. Some insurance companies provide
commercial loans as part of their services.
Commercial finance companies and consumer finance companies
provide another source of funds, but tend to be expensive. They are less
heavily regulated than banks and tend to charge higher rates than
commercial or savings banks for similar services. Because of the lower
regulation, they are able to provide loans on weaker capital and on less
secure credit history, but they charge a significantly higher amount to
offset the risk associated with these investments. Typically, businesses
use them when commercial banks are not willing to provide the loans.
While many are legitimate businesses, the risks associated with these
companies are higher. The entrepreneur should work very diligently to
learn that a particular lender has a solid track record with its customers,
and that all the terms of the transaction are clearly disclosed well in
advance of the funding, so that they may be reviewed by an attorney. An
unscrupulous lender can destroy a business faster than almost anyone,
so the cost of reviewing the transaction is a small investment to pay to
protect the company’s future.

6.

Seller Financing: Vendors and Customers.

In addition to the formal lender relationships, there are some
situations when the start-up entrepreneur will be “paid” to conduct the
business. On the purchase of a small business, for example, the seller
may be willing to accept a note rather than a direct payment. Known as
seller financing, the seller of a business may agree to receive a fixed
monthly amount for a period of years to reflect the value of the business
plus the interest on that amount of money. While the ultimate price will
be higher than a straight purchase of the business, it allows an
entrepreneur to buy the company for far less up-front capital than would
otherwise be required.
Similarly, commercial vendors may sell major purchases on credit,
financing the cost of the item with its own financing package.
Automotive sellers regularly provide financing alongside the car sales.
Boeing regularly finances the sales of its commercial jets so that the
airlines can manage to finance the upgrade of their fleets.
In addition, some large customers will work with their vendors to
invest in plants or equipment as part of a transaction to guarantee the
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access to the vendor’s products. For example, a manufacturer may
finance the machines needed by its parts supplier when the parts supplier
uses those machines to produce critical parts for the manufacturer. This
guarantees that the parts will be available and probably decrease the longterm price of those goods. While this may be a successful arrangement
for both parties, it clearly provides an advantage to the financing partner
and may be less preferential than other financing options.

7.

Managing Debt.

Whatever the source of the debt financing, it is critical that the costs
of the debt be built into the operation of the company. Debt is neither
bad nor good. The key is to understand the relationship between the
debt and the operations of the company. A simple model will highlight
this relationship.
Assume, for example, that a company invests $100,000 to generate a
gross profit of $120,000. The $100,000 is used for the raw materials to
make the product, the advertising, the staff, to pay the entrepreneur a
salary, and to cover all other costs associated with the operation. The net
profit is $20,000, reflecting a 20% return on investment. If the interest
rates are 5-8%, then an investment that makes 20% has a solid margin.
In managing the debt, the entrepreneur must decide if increasing the
amount of money to spend on the business will result in the same return
on investment, a higher rate of return, or a lower rate of return. If the
loan will drop the rate of return on the additional money below the
interest rate, then the entrepreneur should not take out the loan. If the
rate of return stays the same or increases, then the debt will only increase
the profit. Unfortunately, these decisions are based on assumptions
about the economy, the product, the clients, and many other factors
outside the entrepreneur’s control. As a result, the entrepreneur must
also take the risk of being wrong into account when determining the true
cost of the loan. The entrepreneur should be cautious and not rely on
risky or overly optimistic assumptions.
In some cases, the funds can be used in small amounts to assess the
impact of the additional loans. For example, increasing advertising and
marketing may be somewhat proportional to sales. In other situations,
however, the funds will be used for new equipment or facilities. Once a
large piece of equipment is purchased, the costs of that purchase must
be managed, whether the machine operates at 10% of capacity or 110%
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of capacity. Managing the debt is to understand those variables and make
the best judgment about how the business can absorb the interest
expenses and repay the loans, given the potential benefit and potential
risks of the loan. Since all business involves risk, the best the
entrepreneur can do is be as knowledgeable about the risks as possible.
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